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Students’ Department
H. P. Baumann, Editor
AMERICAN INSTITUTE EXAMINATIONS
[Note.—The fact that these answers appear in The Journal of Account­
ancy should not cause the reader to assume that they are the official answers of 
the board of examiners. They represent merely the opinions of the editor of 
the Students' Department.]
Examination in Accounting Theory and Practice—Part II 
May 17, 1935, 1:30 P. M. to 6:30 P. M.
No. 3 (15 points): Solve all problems.
State whether you agree with the following propositions and give the reasons 
for your opinion:
1. The accountant is and should be responsible for a correct valuation of 
inventories of materials, merchandise and supplies.
2. The accounts of all companies in which more than 51% of the voting 
stock is owned or controlled by the parent company should be included in 
a consolidation.
3. Any accounting principles which are prescribed by the United States 
bureau of internal revenue for the preparation of income-tax returns 
should be followed in the books of the company and in any statements 
prepared therefrom.
Solution:
(1) Where the accountant takes or supervises the taking of the inventory, 
or in cases where he believes that the tests which he makes are adequate, he 
should assume the responsibility for the quantities. He should, in all cases, 
assume the responsibility for the accuracy of the computations, and in most 
cases, the correctness of the pricing. However, there are some cases in which 
he cannot identify, for a certainty, the various lots and the prices assignable to 
those lots, nor can he always determine the usability or salability of the supplies 
and merchandise on hand. Whether the accountant is and should be respon­
sible for a correct valuation of inventories would depend upon the circum­
stances of each case.
(2) The parent company and its wholly owned subsidiary, while separate 
legal entities, are, in fact, a single business enterprise. Recognizing this fact, 
accounting practice permits the consolidation of the assets and liabilities of 
both companies in order to show a more correct statement of the position of the 
organization as a whole. When the parent company owns less than 100 per cent 
of all of the stock of the subsidiary, the interest of the outside holders is shown 
under the caption “minority interest.”
If this minority interest is small, the percentage of error in the theory that 
the parent company owns all of the assets and is liable for all of the liabilities 
of the subsidiary is correspondingly small. Where to draw the line depends 
upon each individual case.
In this case the parent company owns or controls more than 51 per cent 
of the voting stock; its actual interest in the net assets of the subsidiary may 
be less than 51 per cent if non-voting stock is held by outsiders. Furthermore, 
effective control in companies whose stock has a wide distribution may be 
considerably less than 51 per cent. The accountant should consider these 
factors, and then decide whether his action in consolidating or not consolidating 
the statements of the companies presents a more correct showing.
(3) The accounting principles prescribed by the bureau of internal revenue 
are designed primarily to facilitate the reporting and assessment of federal
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income taxes, by periods, and do not necessarily coincide with generally 
accepted accounting theory and practice. The taxpayer should keep his 
records in a manner consistent with ordinary accounting principles. Supple­
mentary information which may be necessary for the preparation of federal 
income tax returns may be kept in memorandum form. The taxpayer’s state­
ments should be prepared in a form and according to such principles as will 
most clearly and equitably present the true state of his affairs.
No. 4 (15 points):
The Eastern Company, the Southern Company, and the Western Company 
are consolidated by the following method:
1. A new corporation, the Northern Company, is formed.
2. The Northern Company takes over all the assets and assumes all the 
liabilities of the three consolidating companies, paying for them as follows: 
To the preferred stockholders of the old companies, first-mortgage bonds 
of the new company at par. The total authorized bond issue is $400,000. 
To the holders of common stock:
In the Eastern Company—30 shares of new stock for each share of old 
stock.
In the Southern Company—10 shares of new stock for each share of old 
stock.
In the Western Company—20 shares of new stock for each share of old 
stock.
3. The new company (the Northern Company) is capitalized at $1,000,000. 
(100,000 shares of a par value of $10 each.)
4. All properties are to be taken over at their book values.
5. The old companies are to be dissolved.
On the date of consolidation the balance-sheets of the three combining com­
panies were as follows:
Eastern Southern Western
Assets Company Company Company
Land.......................................................... .. . $ 600,000 $ 30,000 $ 20,000
Buildings................................................... 20,000 100,000 25,000
Machinery and equipment..................... 250,000 125,000 10,000
Inventories............................................... 75,000 100,000 20,000
Notes receivable................................. 10,000
Accounts receivable................................ 165,000 325,000 160,000
Cash.......................................................... 30,500 35,000 15,000
Prepaid insurance, etc............................ 2,500 1,500 500
$1,153,000 $716,500 $250,500
Liabilities and Net Worth
Preferred stock—par $100..................... . .. $ 300,000 $ 50,000 $ 50,000
Common stock—par $100..................... 200,000 300,000 50,000
Notes payable......................................... 50,000 50,000
Accounts payable................................... 69,000 158,500 70,500




Buildings............................................. 4,000 20,000 5,000
Machinery and equipment................ 30,000 45,000 2,000
Surplus..................................................... 475,000 80,000 70,000
$1,153,000 $716,500 $250,500
The Western Company owed the Southern Company $24,000 on open 
account.
The $10,000 notes receivable of the Eastern Company represent notes of the 
Southern Company.
Prepare the balance-sheet of the Northern Company after the consolidation 
has been effected.
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Less: reserve for depreciation
Machinery and equipment. . . 





















Capital stock—authorized and issued—100,000
shares of a par value of $10 per share.................... $1,000,000
Paid-in surplus............................................................. 175,000 1,175,000
$1,980,000
A simple problem of this type may be solved easily without the use of working 
papers. They are given here for explanatory purposes only.
No. 5 (10 points):
You have been asked to make an examination of the accounts of a national 
bank as at the close of its fiscal year and render a report to its board of directors.
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A statement of the bank’s earnings and expenses as published is as follows:
Earnings
Discount earned............................................................ $1,000,000
Interest on investments............................................... 1,750,000
Profit from sales of securities after considering a 
previous charge-off in the value of such securities 




Interest on time accounts............................................ 500,000
Taxes (federal and state)............................................. 250,000
Uncollectible loans........................................................ 50,000
Reserve for contingencies............................................ 500,000
$2,500,000
Net earnings................................................................... $ 300,000
In addition, you find that there has been (1) an appropriation or transfer of 
$2,000,000 from undivided profits to reserve for contingencies, (2) a write-down 
of $1,000,000 in the value of securities charged against that reserve and (3) a 
further charge of $1,000,000 against the reserve to cover actual loans considered 
worthless during the year.
In preparing your report what would you state to be the year’s net earnings 
or loss which you would certify? Prepare a summary of the earnings state­
ment.
Solution:
It seems reasonable to permit the write-down in the value of securities to be 
charged against the reserve for contingencies, providing the actual loss, when 
the securities are sold or otherwise disposed of, is charged against the current 
operations. In this case, there was no profit of $50,000 arising through the 
sale of the securities during the current period, but, rather a loss of $100,000, as 
shown below:
Amount previously charged against the reserve for contingencies... $150,000
Amount considered as profit, after considering the above charge-off. 50,000
Loss on the sale of securities................................................................. $100,000
The charge of $1,000,000 made against the reserve for contingencies account 
"to cover actual loans considered worthless during the year” should be charged 
to operations, and not buried in the reserve account, if such losses arose during 
the year. The candidate should remember that the undivided profits account 
from which the reserve was created is to bank accounting what the surplus 
account is to manufacturing and trading corporations.
The problem requires a summary of the earnings statement. This statement 
follows. However, it would be well for the accountant to include an analysis 












Interest on time accounts..........................................
Taxes (federal and state)...........................................







Net loss, before any provision for decline in the value
of securities owned...................................................... $ 350,000
No adjustment can be made for federal income taxes, if any provision had 
been made for such taxes, because all the necessary data is not given in the 
problem.
No. 6 (10 points):
The Idaho Company has outstanding on January 1, 1933, 1,500 shares of 
common stock, par value $100, owned as follows:
James Owen........................................... 600 shares
Arthur Black......................................... 200 “
Fred Jensen........................................... 300 “
Thomas Carlyle.................................... 400 “
The surplus and reserves on the above date were: surplus, $50,000 and 
reserve for bond sinking fund, $25,000.
During the year the company declared and paid a 4% dividend in June and 
declared a 4% dividend on December 20, 1933, payable January 10, 1934. 
The profits were $20,000, after depreciation, and $6,000 was charged to surplus 
as an addition to the sinking-fund reserve.
On January 1, 1934, the company purchased one half of Carlyle’s stock at 
book value, and sold it on January 10th to Otto Seltzer for $190 a share.
During 1934 the company declared and paid a dividend of 9%. Its operating 
profits were $25,000 after depreciation. The accountant set up a reserve of 
$2,000 and the directors asked that the following amounts be added to the 
reserves: $4,000 for possible market declines in inventories, $10,000 for exten­
sion of plant and $3,000 for sinking fund.
1. Prepare journal entries for the purchase and sale of the stock in January, 
1934.
2. Prepare a statement showing how the book values of the stock on Decem­
ber 31, 1933, and 1934, should be calculated.
Solution:
(1) The journal entries to record the purchase and sale of the treasury stock 




To record the purchase of 200 shares of treasury
stock from Thomas Carlyle at a price of $155.33 
per share.
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Profit on sale of treasury stock.............................. 6,933.33
To record the sale of the 200 shares of treasury stock
at $190 per share.
In this solution, the reserve set up by the accountant is assumed to be a 
surplus appropriation. If it were a valuation reserve or a liability, the book 
value at December 31, 1934, would be $2,000 less.
The Idaho Company
Statement showing how the book value of the stock on December 31, 1933, and 1934, 
should be calculated
December 31, 1933:
Capital stock—1,500 shares of a par value of $100 each............. $150,000.00
Surplus:
Balance, January 1, 1933.............................................................. $50,000.00
Profits for the year 1933............................................................... 20,000.00
Total....................................................................
Deduct:
Dividends paid June, 1933 (4%).....................
Dividends declared, December 20, 1933 (4%) 





Reserve for sinking fund: 
Balance, January, 1933.............................................................
Appropriation for the year 1933.................................................





Balance, January 1, 1934.............................................................










Appropriated to the following reserves: 
Accountant's...............................................














Possible market decline in inventories........................................ 4,000.00
Extension of plant......................................................................... 10,000.00







No. 7 (5 points):
Following is a summary of the endowment funds of the State University:
Aggregate of the funds at July 1, 1933......................... $5,500,000
Increases: Sept. 1, 1933 .................................................... $ 15,000
Oct. 1, “ ...................................................... 50,000
Jan. 1, 1934.................................................... 85,000
Mar. 1, “ ...................................................... 100,000
May 1, “ ...................................................... 25,000
275,000
Aggregate at June 30, 1934............................................. $5,775,000
Included in the endowment funds is a fund for the Dowd Chair of Chemistry, 
viz.:
Balance of fund at July 1, 1933..................................... $ 75,000
Increases: Oct. 1, 1933.................................................... $ 5,000
Jan. 1,1934.................................................... 15,000
May 1, 1934.................................................... 10,000
Aggregate at June 30, 1934.............................................
30,000
$ 105,000
The total income for the year ended June 30, 1934, earned from the invest­
ment of all the funds, is $275,750.
Assuming that the securities in which the funds are invested are pooled:
1. What is the average rate of income earned during the year ended June 30, 
1934 ?
2. What amount of the income must be applied toward the expenses of the 
Dowd Chair of Chemistry?
Solution:
(1) To obtain the average rate of income earned during the year, it will be 
necessary to know the average amount of the investment for the same period. 
This may be obtained by means of the following computation:
Endowment Funds
Amount Months Product
July 1, 1933.................. ................ $5,500,000 12 $66,000,000
September 1, 1933.................. ................ 15,000 10 150,000
October 1, 1933.................. ................ 50,000 9 450,000
January 1, 1934.................. ................ 85,000 6 510,000
March 1, 1934.................. ................ 100,000 4 400,000
May 1, 1934.................. ................ 25,000 2 50,000
Total ................ $5,775,000 $67,560,000
$67,560,000÷12 =$5,630,000 the average amount of the investment for the 
year.
$275,750÷$5,630,000 = 4.898%, the average rate of income earned during the 
year.
(2) To obtain the amount of the income to be applied toward the expenses 
301
The Journal of Accountancy
of the Dowd Chair of Chemistry, it will be necessary to learn the average 
amount of the investment of this fund, as follows:
Dowd Chair of Chemistry
Amount Months Product
July 1,1933....................... .................... $ 75,000 12 $ 900,000
October 1, 1933....................... .................... 5,000 9 45,000
January 1, 1934....................... ..................... 15,000 6 90,000
May 1, 1934....................... .................... 10,000 2 20,000
Total................................. ..................... $105,000 $1,055,000
$1,055,000
$67,560,000 times $275,750 = $4,306.04, the amount of the income to be applied to the Dowd Chair of Chemistry
fund.
Accounting Theory and Practice—Part I
Editor, Students' Department.
Sir: I would-greatly appreciate your reviewing the solution to problem No. 
6 of the Institute’s examination in theory and practice—part I, which appears 
on pages 139-142 of the August issue.
The item which confuses me is the treatment as an addition of the “actual 
loss on bonds,” amounting to $1,485.45. It seems to me that this loss should 
be eliminated in determining the profit for the period by the single-entry 
method. The net profit for the period would therefore be $69,505.92 and not 
$70,991.37 as shown in the solution. This latter figure would represent the net 
profit before considering the loss on bonds.
Does not the difference in net worth, adjusted of course, for drawings, pay­
ments on account of capital and anticipated profit, include this loss? If this 
premise is correct are you not inflating the profits to this extent if you add back 
the loss?
Take a hypothetical case. A’s capital on January 1 is $15,000.00, consisting 
of cash, $5,000.00, and ten bonds purchased at par. He sells five bonds at 95 
and records the transaction by a debit to cash and a credit to the bond account 
for $4,750.00. His balance-sheet now includes cash, $9,750.00, and bonds 
carried at $5,250.00, his capital remaining the same.
This set-up is obviously incorrect, since the bonds should be valued at 
$4 ,750.00. A revised statement would show an equity of $14,500, or a decrease 
of $500.00 from the original capital. There is no question that the loss is 
$500.00.
If we follow the procedure outlined in the printed solution the results are as 
follows:
Capital at beginning........................................................... $15,000.00
Present capital..................................................................... 14,500.00
Decrease in capital............................................................. $ 500.00
Add loss on bonds held...................................................... 250.00
Total loss for period................................................... $ 750.00
Will you therefore please advise me .either directly, or through the publica­
tion whether my reasoning is correct? If not, where is the fallacy?
Yours truly, 
Brooklyn, New York. Herman Drucker
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The item “actual loss on bonds held . . . $1,485.45” (page 141 of the 
August, 1935, Journal) which confuses you is really not an actual loss, but a 
reduction to market value as of June 30, 1930; in amount it coincides with the 
actual loss on the bonds sold, and this fact is the cause of your confusion.
The profit for the year may be stated as follows:
Operating profit................................................................... $72,476.82
Less: loss on bonds sold...................................................... 1,485.45
Net profit after realized loss.......................................... $70,991.37
Write-down of bonds held.................................................. 1,485.45
Net profit to partners......................................................... $69,505.92
This agrees with the profit as you determined it. In the printed solution, 
the write-down of bonds held was considered a charge to capital rather than to 
profits, and accordingly was first eliminated in arriving at the profit for the year 
and then shown as a separate item in the statement of the partners’ accounts.
Editor, The Journal of Accountancy:
Sir: The enclosed problem was recently given in a competitive examination 
in auditing. From the information given several answers were reached. 
I am wondering if one of your experts would be kind enough to furnish a 
solution.
Sincerely yours,




From various sources the following information is disclosed:
Inventory 1/1/34.................................................................... $235,100
“ 1/1/35.................................................................... 176,550
Purchases for year 1934........................................................ 887,650
Freight in for year 1934 ........................................................ 15,550
Salesmen’s salaries for 1934................................................... 550,000
Gross profit on sales for 1933 had been 36.2%.
Corporation X does entirely a jobbing business. You have ascertained that 
the company’s selling prices for 1934 were the same per article as in 1933, but 
the cost of merchandise purchased was 7 per cent higher.
Accepting all the above facts, calculate the sales for the year of 1934.
The cost of sales for the year ended December 31, 1934, is computed as
follows:
Inventory, January 1, 1934......................................................$ 235,100
Purchases for the year 1934............................................... 887,650
Freight in for the year 1934.............................................. 15,550
Total.............................................................................. $1,138,300
Deduct: inventory, January 1, 1935.................................. 176,550
Cost of sales for the year 1934.................................. $ 961,750
It has been ascertained that the unit selling prices for the year 1934 were the 
same as in 1933, but that the cost of the merchandise purchased during the 
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year 1934 was 7 per cent, greater than that purchased in 1933. On the theory 
of “first-in, first-out,” it should be assumed that the inventory at January 1, 
1935, contained only merchandise purchased during the year 1934; that the 
opening inventory of January 1, 1934, was disposed of during that year. 
Hence, to adjust the cost of sales to the 1933 basis it will be necessary to elimi­
nate the 7 per cent increase in the purchases entering into the cost of sales for 
the year 1934.
Cost of sales for the year 1934.......................................... $961,750
Purchases for the year 1934.............................................. $887,650
Inventory, January 1, 1935............................................... 176,550
Purchases entering into cost of sales................................ $711,100
Adjusted to 1933 basis: 
7/107 of $711,100=.................................................... 46,520
Adjusted cost basis............................................................. $915,230
As the gross profit on sales for the year 1933 had been 36.2 per cent., the 
sales for the year 1934 may be obtained by dividing the adjusted cost basis 
by 63.8 per cent. (100—36.20 per cent.), or $1,434,530.
No attempt is made to allocate any freight-in to the merchandise inventories, 
for it is not known whether this additional cost was included therein.
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